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HE case of the national income is another instance 

of the transfer of a concept from the remote, a 
realm of scholarship to the street corner. The first serious, 
statistical treatises on the national income were written 25 
to 30 years ago, and for a time they gathered dust on 
library shelves along with other learned works. Then the 
idea of national income began to be talked about, and 
eventually it was popularized in almost every Way pos- 
sible, except being set to music. Now everyone who tinkers 


with any angle of public policy is voluble on this subject,“ 


Two lines of discussion involving national income are 
especially popular. One line is the prediction of what will 
happen if — the national income falls. Each prophet who 
works this side of the street has his own notion of the 
minimum, below which, we are assured, apple peddling 
will .eturn. The other line cf discussion is that of waiting 
for the national income to rise before doing such worthy 
things as balancing the budget, or increasing taxes, or 
reducing debt. 

It is most convenient to have something on which to 
put the blame for mistakes, or which will serve as an un- 
breakable alibi for not doing unpleasant things. Under the 
national income cult a perfect scapegoat is provided. There 
is also provided a perfect case for perpetual tinkering and 
meddling with, and manipulating the economy, for some 
group can always be found that is not satisfied with what- 
ever the level of national income happens to be. 

In its most elemental sense, national income means the 
national product. The entire mass of goods and services 
produced in a year may be thought of as a great heap of 
diverse tangible commodities plus a certain quantity of 
services and other intangible items. The services of govern- 





ment are included in the total. These goods and services 
have no common basis of measurement except the monetary 
expression of their value. Consequently, the concept of the 
national product is a mixture of ideas—it is the goods 
and services as such, or it is the aggregate of the prices at 
which this output is valued. 


There is also the implication that the dollar amount 
represents what was paid for the currently produced goods 
and services. The U. S. Department of Commerce tabula- 
tions carry the following heading: ‘Gross National Pro- 
duct or Expenditure.”’1 

Whenever there is a conversion into dollars, it is evident 
that the aggregate result is affected by the price level, or 
the rate of conversion. That which is described as the 
national product in dollar terms can be increased or de- 
creased merely by changing the price level, even if there 
be no change in physical output. This fact produces some 
queer results in the logic of the national income cult, as 
will be seen later. 


Following the initial switch from outpet as such to 
dollar volume, the subsequent analysis of national income 
is all expressed in dollars. National income becomes a 
matter of dollar payments, not of goods produced. From 
this point, the concept is best presented in tabular form 
as shown in Table I on page 24. For illustrative purposes 
the dollar amounts of 1943 are given. 


This tabular summary shows that certain deductions are 
made from the gross product to arrive at net national in- 
come and that certain other deductions and adjustments 
produce the amount of income payments to individuals. 





1 Cf. Survey of Current Business, April 1944, Table 7, page 12. 
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TABLE I 
NATIONAL PRODUCT AND NATIONAL INCOME 
Billions of Dollars 

















1943 

Gross National Product ..cccccsssssseses ee 186.5 
Less: Business tax and nontax liabilities ....... OS 5 
Depreciation and depletion charges ... ca, ja 
Other busimess reserves erecssccrccssssesessessessresssnsssemnsees 0.8 
Capital outlay charged to current expense... 0.8 
Inventory revaluation adjustment  ..cccccccoarn — 0.2 

Adjustment for discrepamcies  .....ccccscccseessessseene 1.2 38.64 

Equals Net National [erconme -.1ccceccsscosesscocsssseeresssornseosetnseseeee 147.9 
Add: Transfer payments coccinea 3.2 
MBE SUS RO VEENGS sss ccc ceseptvinsegeoccsistpens 4.9 

Contributions to social security peace 3.8 5.64 

Equals Income Payments to Individuals occu 142.3 





a. Details do not add because of rounding. 
Source: U. S. Department of Commerce, Survey of Current Business, April 
1944, 


It may be helpful to pursue the analysis of the national 
income in Table II, again using the data for 1943 as 
illustrative. 


TABLE II 
NATIONAL INCOME BY DISTRIBUTIVE SHARES 
Billions of Dollars 










Type of Share 1943 
CE See eee EME) 
Total compensation of salons . ca iitasibaschasutbiscoc es nia shes 

Torta ~salaris ad Wagges ccecccssosssccccerresesnsoqnseesee ow 102.0 
Salaries and wages in private iMdustry o.com 80.0 
Salaries and wages in governmental agencies? ............... 22.0 


Total supplements to salaries amd Wages ..ccecccceccccsnsenemnene 
Social security contributions of employers?..........ccccocsue 
en Re 

Net income of incorporated DUSIMESS ....ccccccccesseeeneneen 
I ters icettaens bates sekiptaean ens cvesiaceniion dipndeanicoare 
Corporate Savings ccc. 

Net income of proprietors* 
RN Necks cance tinsel aac 
gta RC ARS cana Len omen 

Interest epetstkacsscaeciesracsiccescescascccwss seckcteega nase 


— me RD 


YAHNBLAROONY 
DODAWOUOUOUOY ND 





1 Excludes subsistence to members of the armed forces. 

2 Includes contributions to Railroad Retirement and Railroad Unemployment 
Compensation Funds. 

8 Employer contributions to pension funds under private plans and under 
systems for government employees, compensation for industrial in- 
we etc. 

* Includes owners’ remuneration for personal services. and capital. 

a. Details do not add because of rounding. 


Source: TR Department of Commerce, Survey of Current Business, April 
1944. 


The first point to be made, following this brief illus- 
tration of the terminology, is that there are several different 
things that are called national income, and few of the 
orators and writers indicate which one they are talking 
about. Yet, as the figures show, these various forms of the 
national income are rather widely separated in amount. 

A second preliminary point is that the figures set down 
must not be taken too seriously. They are only guesses and 
there is no adding-machine accuracy in their compilation. 
As long as similar methods of compiling and estimating 


are used, the results are chiefly valuable as indicating 
broad trends from one period to another. 


The correct interpretation of the foregoing tabular ex- 
planation is that both the net national income and the 
income payments to individuals depend on the gross pro- 
duct. If that product is large, in the sense of a vast sup- 
ply of goods and services, the real income of the people 
will be relatively large. But when stated in dollar terms, 
the gross national product can be represented to be large, 
if the price level be high, without there necessarily being 
a sufficient volume of goods to assure adequate real income. 

For example, it is explained in the Survey of Current 
Business that a substantial part of the estimated increase 
in gross product from $152.1 billion in 1942 to $186.5 
billion in 1943 was due to a rise in prices rather than to 
an increase in physical volume.1 If prices had risen still 
more, the 1943 gross product could as well have been 
$200 billion or even $300 billion. In consequence, by the 
procedures followed, further price increases would have 
resulted in still larger income payments to individuals and 
according to the national income cult, everybody should 
have been even happier than they were. In fact, however, 
such a mark-up would merely represent a further degree 
of inflation, one characteristic of which is that money is 
plentiful while goods are relatively scarce. But the abund- 
ant purchasing power is not uniformly or proportionately 
distributed, hence many people must get along with a 
smaller real income. 


Or the total income can be puffed up from below, by 
increasing, through government bank loans, the amount of 
salaries and wages paid to persons engaged on all sorts of 
public projects, including leaf-raking, the Passamaquoddy 
power development, and bridging the Mississippi River 
lengthwise. If by such means another $10 billion had been 
added last year, total income payments would have been 
larger by so much, and a corresponding upward revision 
would have been made in the valuation of the gross pro- 
duct. On paper this would be correct since the value of 
the services of those on the government pay roll is always 
taken to be equal to the amount paid out for these services. 
But it would be merely another form of inflation. 


This is the method by which the doctrine of compensa- 
tory spending would keep the national income from falling 
in a depression. The inflation of wage incomes creates the 
illusion that the national income has not declined and 
that nothing serious has happened. True, the possessor 
of purchasing power is able to buy goods, and as long as 
that purchasing medium is generally acceptable, its source 
doesn’t matter either to him or to the dealer from whom 
he buys. 


But if there is a depression it means a decline of pro- 
duction. When less goods are produced, the share of those 





2U. S, cen of Commerce, Survey of Current Business, April 1944. 
page 6. 
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goods available for each is less. This is clearly perceived 
during the war when the supply of goods available to con- 
sumers is curtailed despite the enormous total output. It 
is not generally understood that the same situation exists, 
though for a very different reason, in a depression. If it 
becomes necessary to share a smaller total during a de- 
pression, that sharing can be accomplished quite as well 
by appropriate methods of taxation as by an inflation of 
purchasing power, for the inflation produces effects similar 
to those of taxation. The great advantage of using a sales 
tax, for example, to spread the available purchasing power 
and thus to enable all to obtain a share of the diminished 
product in a depression, as against using deficit-created 
purchasing power for this purpose, is that there is no 
aftermath of public debt to impede the subsequent re- 
covery. The depression comes to an end when the incen- 
tives to produce are restored, and these incentives become 
operative when there is a prospect of realizing gain. The 
public subsidies provided by deficit financing tend to delay 
or prevent the adjustment of costs which is essential to 
the prospect of profitable operation. It is for this reason 
that pump priming, once begun, can never be halted with- 
out producing a tailspin. Once the nation becomes thor- 
oughly addicted to the narcotic of public deficits, it will not 
be easy to give up the daily dose of “pain-killer.” The in- 
flation may produce a huge money income but the standard 
of living will not advance for the only vital incentives to 
produce will be drugged by the opiates of government 


support. 

It would appear from the analysis of the national in- 
come concept that the proper way to increase the national 
income is to increase the national product, barring, of 
course, any phony increase resulting from mere changes of 
price level. Such being the case, the emphasis properly 
should be upon production rather than upon income. 
Production creates income and at the same time it pro- 
vides goods and services for consumption. 


But the planners and spenders apparently prefer to put 
the emphasis upon income, sustained when necessary by 
public deficits. Their position is that production will take 
care of itself and that the important thing is to create in- 
come that will enable consumers to buy the produced 
goods. For example, Dr. A. Hansen says:1 


If purchasing power is maintained at a high level, 
we need have no fears that private manufacturers, 
retailers, wholesalers and farmers will not come 
forward and supply the markets with the goods 
demanded by the public—a rich variety of goods 
at reasonable prices. Private business can and will 





1A. Hansen, ‘‘After the War—Full Employment,’’ published by the National 
Resources Planning Board, January 1942, 
This pamphlet was published in January 1942, and evidently written some 
time prior to that Sate. Dr. Hansen cannot be held responsible for not 
foresceing the extent to which later figures would surpass his 1941 
es''mates. Italics in original. 


do the job of production. It is the responsibility 
of the government to do its part to insure a sus- 
tained demand. 


Elsewhere in the same pamphlet, Dr. Hansen says: 
An important gain will, we may hope, be won 
from the defense program in the struggle to 
achieve and to maintain full employment. We 
have every reason to expect the national income 
to rise to around $100 billion, in terms of 1940 
dollars. It will be much easier to muster support 
for a program to resist,a decline from a high in- 
come level than it has been in recent years to win 
approval for an adequate program to raise income 
to full employment from a low level. 


If we go back to the logic of the national income con- 
cept, we find that the generous volume of production which 
private business is said to be ready to undertake should 
produce a generous volume of income payments to indi- 
viduals. As Dr. Hansen says, “Costs and incomes are just 
opposite sides of the same shield.” Production cannot go 
on without the payment of wages and the purchase of all 
sorts of materials, equipment and supplies, all of which 
means in the end that wages are being paid to those who 
produce these materials, etc. 


Under this logic, which is the logic on which the 
national income concept is built, it is not clear why there 
should be a need for government to assist in sustaining 
the demand. Just producing the goods should result in 
enough income to absorb them into consumption. If one 
were to accept the Marxian theory of surplus value, which 
assumed that workers were paid only a bare subsistence 
wage while a huge share of the national income was ac- 
cumulated by the exploiting capitalists, it would follow 
that the people would be unable to buy all that had been 
produced. It would also follow that the exploiters, having 
a large part of the income, would be unable to consume 
the remainder, and there would be huge stocks of unsale- 


able goods. 


But this theory does not square with the facts. Not only 
are the workers paid wages which are well above the sub- 
sistence level; it is also true that the proportion of income 
payments which consist of wages and salaries has been 
increasing. In the short period 1939 to 1943, salaries and 
wages, including supplements, rose from 67.0 per cent 
to 72.8 per cent of all income payments. In the pros- 
perous year 1929, they were 64.8 per cent of total in- 
come payments, and in 1932, when according to the 
Marxian thesis labor should have been squeezed worst of 
all, salaries and wages were 68.4 per cent of income pay- 
ments. 

Even the Marxian doctrine of over-saving is thrown out 
by the situation now found to exist. Marx held that all 
the saving would be done by the capitalistic exploiters. 
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The doctrine of progressive taxation evidently assumes 
that this explanation is still sound. The current estimates 
of the amounts of liquid savings are doubtless open to 
question, but after such corrections as any critic might 
make, the total would be impressive. It would be so im- 
pressive, in fact, as to demonstrate that the savings process, 
during the war, had become a mass phenomenon. The bil- 
lions of liquid savings now said to exist have not been 
accumulated by a few persons in the higher income brack- 
ets. They never had that much to begin with and the 
taxes have cut their potential savings to the bone. The 
rank and file of the workers own the bulk of such savings 
as have been accumulated in the last few years and they 
are not likely to care about government's siphoning them 
off, either by taxes or borrowing. 


The doctrine that government must augment or supple- 
ment incomes because business cannot maintain an ade- 
quate level at all times is really aimed at employment 
rather than at income. In the second passage quoted above 
from Dr. Hansen’s pamphlet, he speaks of an “adequate 
program to raise income to full employment from a low 
level.”” This presumably means the increase of income by 
avoiding or preventing unemployment. But the amount of 
unemployment is materially and directly affected by the 
wage rates. The amount of product is likewise affected, 
for there is sure to be every inclination to halt production 
when the wage and other costs exceed the price that can 
be obtained. A government subsidy, whether paid directly 
to producers or to persons whose services are not worth 
the high wages being insisted upon, tends to become, of 
necessity, a permanent policy once inaugurated, for there 
is no incentive to struggle against the handicaps of a wage 
cost level which is sanctioned and supported by the govern- 
ment action. This is one reason why the pump priming of 
the 1930's failed to prime the pump. 


The amount of unemployment that occurs in a depres- 
sion is largely caused by wage and other cost rigidities. 
The attempt to sustain total income by resisting wage re- 
vision defeats its own purpose by promoting greater un- 
employment. It is better that everyone be employed during 
a depression at, say, 50 cents an hour than to hold the 
wage rate at $1.00 an hour and thereby thrust one-quarter 
to one-third of the labor force into unemployment. If 
wages could be promptly revised downward, and if busi- 
mess concerns operated on equity rather than on debt 
capital, thereby eliminating the rigid cost of interest pay- 
ments, employment and production could be reasonably 
well sustained in the face of price changes which are often 
caused by complex economic and psychological phenomena 
that cannot be controlled because they are neither predict- 
able nor comprehensible. When wages and prices go down 
together real income is not seriously affected. 

In the postwar planning it will be necessary to decide 
whether the objective of maintaining national income is 


to be sought by stabilizing employment or by stabilizing 
wage rates. It will be most difficult to achicve the goal 
by doing both together without resort to a paralyzing gov- 
ernment subsidy, and this is probably why Dr. Hansen 
is sure that government aid will be required. Of the two, 
stabilized employment would be far the wiser choice, for 
there would be a maximum of jobs and a minimum of 
relief cases. Stabilized or rigid wage rates would auto- 
matically throw all persons whose services were not worth 
the fixed wage into unemployment and eventually onto 
relief. Such a situation would make the better case for 
government aid, and it would also make the national in- 
come figures look better. But it would be another case of 
the fly riding on the rim of the wheel and admiring his 
prowess in making the wheel turn. 


If, in order to assure a generous national product and 
the ample employment required to produce in generous 
amounts, it is important to concentrate on production it- 
self, then the chief concern should be to adopt those 
measures and apply those policies which will provide the 
most dynamic impulse to production. 


There are many steps to be taken in securing this re- 
sult, and there are some wrong ways to proceed. One of 
the wrong ways is to maintain a high level of public ex- 
penditure. This is demonstrated by the assumption, already 
noted, that government services are always worth what 
they cost, an assumption that ignores the test which private 
producers must meet of finding someone who will volun- 
tarily buy their product at a price which covers the cost. 
Government compels the people to pay the costs of its 
services whether they evaluate them as worth the taxes 
or not. 


Furthermore, the war production situation also demon- 
strates what can happen when a large proportion of the 
production is on government account. Of the $186.5 bil- 
lion of gross product in 1943, $81.3 billion represented 
federal war expenditures. Naturally, the total gross product 
was increased by inclusion of the war and the nonwar 
government expenditures at full value. The following com- 
parison of 1941 and 1943 illustrates the point at issue here: 


1941 1943 
(Billion) 
Cstoss ROBO =0 ees $119.6 $186.5 
Government expenditures for goods ; 
eee eee or, Stee ERIE RCene ee eee 26.0 93.3 








Output available for private use.......$ 93.6 $ 93.2 


The war expenditures were $12.8 billion in 1941 and 
$81.3 billion in 1943. This great increase in war expen- 
diture inflated the national product in 1943, but the out- 
put for civilian use was unchanged. If the government 
maintains large expenditures after the war, the important 
question will be the degree to which the actual output 
for civilian use will be affected. 
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The problem of the role of government as a source 
of national income is that of determining the point at 
which the assumption regarding the value of the govern- 
ment contribution is well founded. That is, at what amount 
of government service is the service really worth what it 
costs? Obviously, it is not possible to go the full length 
of granting, as the statisticians who compile national in- 
come estimates assume, that any amount of government 
expenditures for services and projects is worth what it 
costs merely because it adds that equivalent to a statistical 
concept known as the national product. 


For example, suppose as an extreme that the federal 
government should attempt to maintain postwar expendi- 
tures Of $40 billion. The so-called gross product would 
be larger by $40 billion, less the amounts spent for relief 
and similar transfer payments. 

There would be no assurance, however, as to the extent 
to which the output of goods and services for private 
use would be increased, if at all, by this extraordinary 
level of the public expenditures. In so far as the govern- 
ment spending represented business activities in produc- 
tion, the resulting competition with private business would 
be likely to cut into the volume of privately produced 
goods that could be sold. The replacement of private pro- 
duction by government production would not increase the 
total. 

On the other hand, if the government were to expand 
the personnel of the ordinary type of public activity, there 
would be an enormous public pay roll and thousands of 
persons would be “employed.” Unless this kind of ‘‘em- 
ployment’ really added to the output of useful goods and 
services, the result would be an inflation of the national 
income with no corresponding increase of real income. 

At the other extreme, suppose that the postwar federal 
budget were cut to, say, $7 billion, thereby leaving only 
$1 billion above interest charges for all other federal 
services. There is every reason to expect that the national 
income would decline by more than the reduction in 
federal expenditure because of the adverse effects of a 
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disorganized federal administration on private business 
activity. In other words, there is a fair and reasonable 
range of governmental costs, within which the services 
are worth their cost. The goal of fiscal policy should be 
to discover that range. 

While no arbitrary figure can be set, the optimum range 
can be more accurately established by the combined or 
general reaction of all the people than it can by any official 
or group of officials or planners who, after all, were only 
ordinary private citizens before taking public office and 
who were certainly not endowed suddenly with extraor- 
dinary gifts of insight and foresight by receiving a majority 
of the votes cast. 

The best way of having the people decide as to the 
amount of public service which is worth its cost is to 
use a tax system under which all of them will help pay 
the bill. No worthwhile popular judgment on this mat- 
ter can possibly be obtained under a tax system which 
concentrates the burden on a few while scattering the 
benefits among the many. 

Elsewhere the writer has outlined the methods of taxa- 
tion which appear best calculated to assure prompt and 
effective public reaction to government costs.1 If the tax 
methods suggested there would appear to induce a rather 
strict attitude toward the value and importance of the 
public services, this would be all to the good for there 
has been entirely too much of the opposite attitude, namely, 
that any and every service undertaken by government is 
inevitably and unquestionably worth whatever it may cost. 
It is time to get rid of the notion that one way of in- 
creasing the national income is as good as another, and 
that well-being can be as effectively promoted by inflation 
tricks as by an increased volume of production. 


HARLEY L. Lutz 
Professor of Public Finance, 
Princeton University. 





1H. L. Lutz, ‘A Postwar Tax Program,’’ in The Commercial and Financial 
Chronicle, February 10, 1944. 
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